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the plan fails to satisfy the qualifica-
tion requirements of section 401(a). In
addition, in order for such a plan to be
qualified, the plan must satisfy the re-
quirements of section 413(b) (1) and (2),
relating to participation and discrimi-
nation, respectively; see paragraphs (b)
and (c) of this section. For purposes of
this paragraph, an affiliated health or
welfare plan is a health or welfare plan
that is maintained under the same col-
lective bargaining agreement or agree-
ments, and that covers the same mem-
bership.

(2) Effective dates and transitional
rules. (i) Section 413(b)(8) and this para-
graph apply to a plan for plan years be-
ginning after December 31, 1953.

(ii) In applying the rules of this para-
graph to a plan for plan years to which
section 410 does not apply, section
401(a)(3) (as in effect on September 1,
1974) shall be substituted for section
410. See §1.401-3 for rules prescribed
under section 401(a)(3) as in effect on
September 1, 1974. See §1.410(a)-2 for
the effective dates of section 410.

(3) Examples. The provisions of this
paragraph are illustrated by the fol-
lowing examples:

Example (1). Plan A is a defined benefit
plan, maintained pursuant to a collective
bargaining agreement between employers, X,
Y, and Z and labor union, L, which covers
members of L. employed by X, Y, and Z. In
1978, plan A is amended to cover, under the
same benefit formula, all five employees of L
who have satisfied the minimum age and
service requirements of the plans (age 25 and
1 year of service). Assume that plan A is sub-
ject to section 413(b) and satisfies the re-
quirements of section 413(b) (1) and (2). As-
sume further that with respect to employees
of L, plan A (i) satisfies the nondiscrimina-
tion requirements of section 401(a)(4), (ii)
meets the minimum participation require-
ments of section 410(a), and (iii) meets the
minimum coverage requirements of section
410(b)(1)(A). Under the rules of subparagraph
(1) of this paragraph, because such require-
ments are all satisfied, the employees of L
are treated as employees of an employer es-
tablishing and maintaining plan A.

Example (2). Assume the same facts as ex-
ample (1), except that plan A is amended to
cover only one of the five employees of L,
none of whom is covered by any other plan.
Assume further that, under plan A, L does
not satisfy the minimum percentage cov-
erage requirement of section 410(b)(1)(A)
with respect to employees of L. Assume fur-
ther that the compensation of the one L em-

§1.413-2

ployee who is covered by the plan is such
that he is highly compensated relative to the
four employees of L not covered by the plan.
Consequently, L does not satisfy the min-
imum coverage requirements of section
410(b)(1)(B), with respect to employees of L.
Under the rules of subparagraph (1) of this
paragraph, the employees of L. cannot be
treated as employees of an employer estab-
lishing and maintaining the A plan because
such coverage requirements are not satisfied
by L. Consequently, the A plan fails to sat-
isfy the qualification requirements of sec-
tion 401(a).

(Sec. 411 (88 Stat. 901; 26 U.S.C. 411))

[T.D. 7501, 42 FR 42340, Aug. 23, 1977, as
amended by 42 FR 47198, Sept. 20, 1977; T.D.
7654, 44 FR 65063, Nov. 9, 1979]

§1.413-2 Special rules for plans main-
tained by more than one employer.

(a) Application of section 413(c)—(1) In
general. Section 413(c) describes certain
plans (and each trust which is a part of
any such plan) hereinafter referred to
as ‘‘section 413(c) plans.” A plan (and
each trust which is a part of such plan)
is deemed to be a section 413(c) plan if
it is described in subparagraph (2) of
this paragraph. Notwithstanding any
other provision of the code (not specifi-
cally in conflict with the special rules
hereinafter mentioned), a section 413(c)
plan is subject to the special rules of
section 413(c) (1) through (6) and para-
graphs (b) through (g) of this section.

(2) Section 413(c) plan. A plan (and
each trust which is a part of such plan)
is a section 413(c) plan if—

(i) The plan is a single plan, within
the meaning of section 413(a) and
§1.413-1(a)(2), and

(ii) The plan is maintained by more
than one employer.

For purposes of subdivision (ii) of this
subparagraph, the number of employers
maintaining the plan is determined by
treating any employers described in
section 414(b) (relating to a controlled
group of corporations) or any employ-
ers described in section 414(c) (relating
to trades or businesses under common
control), whichever is applicable, as if
such employers are a single employer.
See §1.411(a)-5(b)(3) for rules relating
to the time when an employer main-
tains a plan. A master or prototype
plan is not a section 413(c) plan unless
such a plan is described in this sub-
paragraph. Similarly, the mere fact
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that a plan, or plans, utilizes a com-
mon trust fund or otherwise pools plan
assets for investment purposes does
not, by itself, result in a particular
plan being treated as a section 413(c)
plan.

(3) Additional rules. (i) If a plan is a
collectively bargained plan described
in §1.413-1(a), the rules of section 413(c)
and this section do not apply, and the
rules of section 413(b) and §1.413-1 do
apply to the plan.

(ii) The special rules of section
413(b)(1) and §1.413-1(b) relating to the
application of section 410, other than
the rules of section 410(a), do not apply
to a section 413(c) plan. Thus, for exam-
ple, the minimum coverage require-
ments of section 410(b) are generally
applied to a section 413(c) plan on an
employer-by-employer basis, taking
into account the generally applicable
rules such as section 401(a)(5) and sec-
tion 414 (b) and (c).

(iii) The special rules of section
413(b)(2) and §1.413-1(c) (relating to (A)
section 401(a)(4) and prohibited dis-
crimination, and (B) 411(d)(3) and vest-
ing required on termination, partial
termination, or discontinuance of con-
tributions) do not apply to a section
413(c) plan. Thus, for example, the de-
termination of whether or not there is
a termination, within the meaning of
section 411(d)(3), of a section 413(c) plan
is made solely by reference to the rules
of sections 411(d)(3) and 413(c)(3).

(iv) The qualification of a section
413(c) plan, at any relevant time, under
section 401(a), 403(a) or 405(a), as modi-
fied by section 413(c) and this section,
is determined with respect to all em-
ployers maintaining the section 413(c)
plan. Consequently, the failure by one
employer maintaining the plan (or by
the plan itself) to satisfy an applicable
qualification requirement will result in
the disqualification of the section
413(c) plan for all employers maintain-
ing the plan.

(4) Effective dates. Except as other-
wise provided, section 413(c) and this
section apply to a plan for plan years
beginning after December 31, 1953.

(b) Participation. Section 410(a) and
the regulations thereunder shall be ap-
plied as if all employees of each of the
employers who maintain the plan were
employed by a single employer.

26 CFR Ch. | (4-1-03 Edition)

(c) Exclusive benefit. In the case of a
plan subject to this section, the exclu-
sive benefit requirements of section
401(a) shall be applied to the plan in
the same manner as under section
413(b)(3) and §1.413-1(d).

(d) Vesting. Section 411 and the regu-
lations thereunder shall be applied as if
all employers who maintain the plan
constituted a single employer. The ap-
plication of any rules with respect to
breaks in service under section 411
shall be made under regulations pre-
scribed by the Secretary of Labor.
Thus, for example, all the hours which
an employee worked for each employer
maintaining the plan would be aggre-
gated in computing the employee’s
hours of service under the plan. See
also 29 CFR Part 2530 (Department of
Labor regulations relating to minimum
standards for employee pension benefit
plans).

(Sec. 411 (88 Stat. 901; 26 U.S.C. 411))

[T.D. 7501, 42 FR 42340, Aug. 23, 1977, as
amended by 42 FR 47198, Sept. 20, 1977; T.D.
7654, 44 FR 65065, Nov. 9, 1979]

§1.414(b)-1 Controlled group of cor-
porations.

(a) Defintion of controlled group of cor-
porations. For purposes of this section,
the term ‘‘controlled group of corpora-
tions” has the same meaning as is as-
signed to the term in section 1563(a)
and the regulations thereunder, except
that (1) the term ‘‘controlled group of
corporations’ shall not include an ‘“‘in-
surance group’ described in section
1563(a)(4), and (2) section 1563(e)(3)(C)
(relating to stock owned by certain em-
ployees’ trusts) shall not apply. For
purposes of this section, the term
“members of a controlled group”
means two or more corporations con-
nected through stock ownership de-
scribed in section 1563(a) (1), (2), or (3),
whether or not such corporations are
“‘component members of a controlled
group’’ within the meaning of section
1563(b). Two or more corporations are
members of a controlled group at any
time such corporations meet the re-
quirements of section 1563(a) (as modi-
fied by this paragraph). For purposes of
this section, if a corporation is a mem-
ber of more than one controlled group
of corporations, such corporation shall
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be treated as a member of each con-
trolled group.

(b) Single plan adopted by two or more
members. If two or more members of a
controlled group of corporations adopt
a single plan for a plan year, then the
minimum funding standard provided in
section 412, the tax imposed by section
4971, and the applicable limitations
provided by section 404(a) shall be de-
termined as if such members were a
single employer. In such a case, the
amount of such items and the allocable
portion attributable to each member
shall be determined in the manner pro-
vided in regulations under sections 412,
4971, and 404(a).

(c) Cross reference. For rules relating
to the application of sections 401,
408(k), 410, 411, 415, and 416 with respect
to two or more trades or businesses
which are under common control, see
section 414(c) and the regulations
thereunder.

[T.D. 8179, 53 FR 6605, Mar. 2, 1988]

§1.414(c)-1 Commonly
trades or businesses.

controlled

For purposes of applying the provi-
sions of sections 401 (relating to quali-
fied pension, profit-sharing, and stock
bonus plans), 408(k) (relating to sim-
plified employee pensions), 410 (relat-
ing to minimum participation stand-
ards), 411 (relating to minimum vesting
standards), 415 (relating to limitations
on benefits and contributions under
qualified plans), and 416 (relating to
top-heavy plans), all employees of two
or more trades or businesses under
common control within the meaning of
§1.414(c)-2 for any period shall be treat-
ed as employed by a single employer.
See sections 401, 408(k), 410, 411, 415,
and 416 and the regulations thereunder
for rules relating to employees of
trades or businesses which are under
common control. See §1.414(c)-5 for ef-
fective date.

[T.D. 8179, 53 FR 6606, Mar. 2, 1988]

§1.414(c)-2 Two or more trades or
businesses under common control.

(a) In general. For purposes of this
section, the term ‘‘two or more trades
or businesses under common control”
means any group of trades or busi-
nesses which is either a ‘‘parent-sub-
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sidiary group of trades or businesses
under common control” as defined in
paragraph (b) of this section, a ‘‘broth-
er-sister group of trades or businesses
under common control” as defined in
paragraph (c) of this section, or a
“‘combined group of trades or busi-
nesses under common control” as de-
fined in paragraph (d) of this section.

For purposes of this section and
§§1.414(c)-3 and 1.414(c)-4, the term
“organization’” means a sole propri-

etorship, a partnership (as defined in
section 7701(a)(2)), a trust, an estate, or
a corporation.

(b) Parent-subsidiary group of trades or
businesses under common control—(1) In
general. The term ‘‘parent-subsidiary
group of trades or businesses under
common control” means one or more
chains of organizations conducting
trades or businesses connected through
ownership of a controlling interest
with a common parent organization
if—

(i) A controlling interest in each of
the organizations, except the common
parent organization, is owned (directly
and with the application of §1.414(c)-
4(b)(1), relating to options) by one or
more of the other organizations; and

(ii) The common parent organization
owns (directly and with the application
of §1.414(c)-4(b)(1), relating to options)
a controlling interest in at least one of
the other organizations, excluding, in
computing such controlling interest,
any direct ownership interest by such
other organizations.

(2) Controlling interest defined—(®i)
Controlling interest. For purposes of
paragraphs (b) and (c) of this section,
the phrase ‘‘controlling interest”
means:

(A) In the case of an organization
which is a corporation, ownership of
stock possessing at least 80 percent of
total combined voting power of all
classes of stock entitled to vote of such
corporation or at least 80 percent of
the total value of shares of all classes
of stock of such corporation;

(B) In the case of an organization
which is a trust or estate, ownership of
an actuarial interest of at least 80 per-
cent of such trust or estate;

(C) In the case of an organization
which is a partnership, ownership of at
least 80 percent of the profits interest
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or capital interest of such partnership;
and

(D) In the case of an organization
which is a sole proprietorship, owner-
ship of such sole proprietorship.

(i1) Actuarial interest. For purposes of
this section, the actuarial interest of
each beneficiary of trust or estate shall
be determined by assuming the max-
imum exercise of discretion by the fi-
duciary in favor of such beneficiary.
The factors and methods prescribed in
§20.2031-7 or, for certain prior periods,
§20.2031-7TA (Estate Tax Regulations)
for use in ascertaining the value of an
interest in property for estate tax pur-
poses shall be used for purposes of this
subdivision in determining a bene-
ficiary’s actuarial interest.

(c) Brother-sister group of trades or
businesses under common control—1) In
general. The term ‘‘brother-sister group
of trades or businesses under common
control” means two or more organiza-
tions conducting trades or businesses if
(i) the same five or fewer persons who
are individuals, estates, or trusts own
(directly and with the application of
§1.414(c)-4) a controlling interest in
each organization, and (ii) taking into
account the ownership of each such
person only to the extent such owner-
ship is identical with respect to each
such organization, such persons are in
effective control of each organization.
The five or fewer persons whose owner-
ship is considered for purposes of the
controlling interest requirement for
each organization must be the same
persons whose ownership is considered
for purposes of the effective control re-
quirement.

(2) Effective control defined. For pur-
poses of this paragraph, persons are in
“‘effective control” of an organization
if—

(i) In the case of an organization
which is a corporation, such persons
own stock possessing more than 50 per-
cent of the total combined voting
power of all classes of stock entitled to
vote or more than 50 percent of the
total value of shares of all classes of
stock of such corporation;

(ii) In the case of an organization
which is a trust or estate, such persons
own an aggregate actuarial interest of
more than 50 percent of such trust or
estate;
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(iii) In the case of an organization
which is a partnership, such persons
own an aggregate of more than 50 per-
cent of the profits interest or capital
interest of such partnership; and

(iv) In the case of an organization
which is a sole proprietorship, one of
such persons owns such sole proprietor-
ship.

(d) Combined group of trades or busi-
nesses under common control. The term
‘“‘combined group of trades or busi-
nesses under common control’” means
any group of three or more organiza-
tions, if (1) each such organization is a
member of either a parent-subsidiary
group of trades or businesses under
common control or a brother-sister
group of trades or businesses under
common control, and (2) at least one
such organization is the common par-
ent organization of a parent-subsidiary
group of trades or businesses under
common control and is also a member
of a brother-sister group of trades or
businesses under common control.

(e) Examples. The definitions of par-
ent-subsidiary group of trades or busi-
nesses under common control, brother-
sister group of trades or businesses
under common control, and combined
group of trades or businesses under
common control may be illustrated by
the following examples.

Example (1). (a) The ABC partnership owns
stock possessing 80 percent of the total com-
bined voting power of all classes of stock en-
titled to voting of S corporation. ABC part-
nership is the common parent of a parent-
subsidiary group of trades or businesses
under common control consisting of the ABC
partnership and S Corporation.

(b) Assume the same facts as in (a) and as-
sume further that S owns 80 percent of the
profits interest in the DEF Partnership. The
ABC Partnership is the common parent of a
parent-subsidiary group of trades or busi-
nesses under common control consisting of
the ABC Partnership, S Corporation, and the
DEF Partnership. The result would be the
same if the ABC Partnership, rather than S,
owned 80 percent of the profits interest in
the DEF Partnership.

Example (2). L Corporation owns 80 percent
of the only class of stock of T Corporation,
and T, in turn, owns 40 percent of the capital
interest in the GHI Partnership. L. also owns
80 percent of the only class of stock of N Cor-
poration and N, in turn, owns 40 percent of
the capital interest in the GHI Partnership.
L is the common parent of a parent-sub-
sidiary group of trades or businesses under

676



Internal Revenue Service, Treasury

common control consisting of L. Corporation,
T Corporation, N Corporation, and the GHI
Partnership.

Example (3). ABC Partnership owns 75 per-
cent of the only class of stock of X and Y
Corporations; X owns all the remaining
stock of Y, and Y owns all the remaining
stock of X. Since interorganization owner-
ship is excluded (that is, treated as not out-
standing) for purposes of determining wheth-
er ABC owns a controlling interest of at
least one of the other organizations, ABC is
treated as the owner of stock possessing 100
percent of the voting power and value of all

§1.414(c)-2

classes of stock of X and of Y for purposes of
paragraph (b)(1)(ii) of this section. Therefore,
ABC is the common parent of a parent-sub-
sidiary group of trades or businesses under
common control consisting of the ABC Part-
nership, X Corporation, and Y Corporation.

Example (4). Unrelated individuals A, B, C,
D, E, and F own an interest in sole propri-
etorship A, a capital interest in the GHI
Partnership, and stock of corporations M, W,
X, Y, and Z (each of which has only one class
of stock outstanding) in the following pro-
portions:

ORGANIZATIONS

Individuals A GHI M

w X Y z

100% 50% 100%
— 40% —

— 10% —

moow>

20%
50% 30%
— 10% 10% 10%
25% —_ 20% —
- 10% — —_

60% 40% 60%

15% 40%

100% 100% 100%

100% 100% 100% 100%

Under these facts the following four broth-
er-sister groups of trades or businesses under
common control exist: GHI, X and Z; X, Y
and Z; W and Y; A and M. In the case of GHI,
X, and Z, for example, A and B together have
effective control of each organization be-
cause their combined identical ownership of
GHI, X and Z is greater than 50%. (A’s iden-
tical ownership of GHI, X and Z is 40% Dbe-
cause A owns at least a 40% interest in each
organization. B’s identical ownership of GHI,
X and Z is 30% because B owns at least a 30%
interest in each organization.) A and B (the
persons whose ownership is considered for
purposes of the effective control require-
ment) together own a controlling interest in
each organization because they own at least
80% of the capital interest of partnership
GHI and at least 80% of the total combined
voting power of corporations X and Z. There-
fore, GHI, X and Z comprise a brother-sister
group of trades or businesses under common
control. Y is not a member of this group be-
cause neither the effective control require-
ment nor the 80% controlling interest re-
quirement are met. (The effective control re-
quirement is not met because A’s and B’s
combined identical ownership in GHI, X, Y
and Z (20% for A and 30% for B) does not ex-
ceed 50%. The 80% controlling interest test
is not met because A and B together only
own 70% of the total combined voting power
of the stock of Y.) A and M are not members
of this group because B owns no interest in
either organization and A’s ownership of
GHI, X and Z, considered alone, is less than
80%.

Example (5). The outstanding stock of cor-
porations U and V, which have only one class

of stock outstanding, is owned by the fol-
lowing unrelated individuals:

CORPORATIONS
U \%
Individuals
(percent) (percent)

AL 12 12
B 12 12
C 12 12
D 12 12
E 13 13
F 13 13
G 13 13
H . 13 13
100 100

Any group of five of the shareholders will
own more than 50 percent of the stock in
each corporation, in identical holdings. How-
ever, U and V are not members of a brother-
sister group of trades or businesses under
common control because at least 80 percent
of the stock of each corporation is not owned
by the same five or fewer persons.

Example (6). A, an individual, owns a con-
trolling interest in ABC Partnership and
DEF Partnership. ABC, in turn, owns a con-
trolling interest in X Corporation. Since
ABC, DEF, and X are each members of either
a parent-subsidiary group or a brother-sister
group of trades or businesses under common
control, and ABC is the common parent of a
parent-subsidiary group of trades or busi-
nesses under common control consisting of
ABC and X, and also a member of a brother-
sister group of trades or businesses under
common control consisting of ABC and DEF,
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ABC Partnership, DEF Partnership, and X
Corporation are members of the same com-
bined group of trades or businesses under
common control.

[T.D. 8179, 53 FR 6606, Mar. 2, 1988, as amend-
ed by T.D. 8540, 59 FR 30102, June 10, 1994]

§1.414(c)-3 Exclusion of certain inter-
ests or stock in determining con-
trol.

(a) In general. For purposes of
§1.414(c)-2 (b)(2)(i) and (c)(2), the term
“interest’ and the term ‘‘stock’ do not
include an interest which is treated as
not outstanding under paragraph (b) of
this section in the case of a parent-sub-
sidiary group of trades or businesses
under common control or under para-
graph (c) of this section in the case of
a brother-sister group of trades or busi-
nesses under common control. In addi-
tion, the term ‘‘stock’ does not include
treasury stock or nonvoting stock
which is limited and preferred as to
dividends. For definitions of certain
terms used in this section, see para-
graph (d) of this section.

(b) Parent-subsidiary group of trades or
businesses under common control—1) In
general. If an organization (hereinafter
in this section referred to as ‘‘parent
organization’) owns (within the mean-
ing of paragraph (b)(2) of this section)—

(i) In the case of a corporation, 50
percent or more of the total combined
voting power of all classes of stock en-
titled to vote or 50 percent or more of
the total value of shares of all classes
of stock of such corporation.

(ii) In the case of a trust or an estate,
an actuarial interest (within the mean-
ing of §1.414(c)-2(b)(2)(ii)) of 50 percent
or more of such trust or estate, and

(iii) In the case of a partnership, 50
percent or more of the profits or cap-
ital interest of such partnership, then
for purposes of determining whether
the parent organization or such other
organization (hereinafter in this sec-
tion referred to as ‘‘subsidiary organi-
zation’’) is a member of a parent-sub-
sidiary group of trades or businesses
under common control, an interest in
such subsidiary organization excluded
under paragraph (b) (3), (4), (5), or (6) of
this section shall be treated as not out-
standing.

(2) Ownership. For purposes of para-
graph (b)(1) of this section, a parent or-
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ganization shall be considered to own
an interest in or stock of another orga-
nization which it owns directly or indi-
rectly with the application of §1.414(c)-
4(b)(1) and—

(i) In the case of a parent organiza-
tion which is a partnership, a trust, or
an estate, with the application of para-
graphs (b) (2), (3), and (4) of §1.414(c)-4,
and

(ii) In the case of a parent organiza-
tion which is a corporation, with the
application of §1.414(c)-4(b)(4).

(3) Plan of deferred compensation. An
interest which is an interest in or
stock of the subsidiary organization
held by a trust which is part of a plan
of deferred compensation (within the
meaning of section 406(a)(3) and the
regulations thereunder) for the benefit
of the employees of the parent organi-
zation or the subsidiary organization
shall be excluded.

(4) Principal owners, officers, etc. An
interest which is an interest in or
stock of the subsidiary organization
owned (directly and with the applica-
tion of §1.414(c)-4) by an individual who
is a principal owner, officer, partner, or
fiduciary of the parent organization
shall be excluded.

(5) Employees. An interest which is an
interest in or stock of the subsidiary
organization owned (directly and with
the application of §1.414(c)-4) by an em-
ployee of the subsidiary organization
shall be excluded if such interest or
such stock is subject to conditions
which substantially restrict or limit
the employee’s right (or if the em-
ployee constructively owns such inter-
est or such stock, the direct or record
owner’s right) to dispose of such inter-
est or such stock and which run in
favor of the parent or subsidiary orga-
nization.

(6) Controlled exempt organization. An
interest which is an interest in or
stock of the subsidiary organization
shall be excluded if owned (directly and
with the application of §1.414(c)-4) by
an organization (other than the parent
organization):

(i) To which section 501 (relating to
certain educational and charitable or-
ganizations which are exempt from
tax) applies, and
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(ii) Which is controlled directly or in-
directly (within the meaning of para-
graph (d)(7) of this section) by the par-
ent organization or subsidiary organi-
zation, by an individual, estate, or
trust that is a principal owner of the
parent organization, by an officer,
partner, or fiduciary of the parent or-
ganization, or by any combination
thereof.

(c) Brother-sister group of trades or
businesses under common control—(1) In
general. If five or fewer persons (herein-
after in this section referred to as
“‘common owners’’) who are individ-
uals, estates, or trusts own (directly
and with the application of §1.414(c)-
4)—

(i) In the case of a corporation, 50
percent or more of the total combined
voting power of all classes of stock en-
titled to vote or 50 percent or more of
the total value of shares of all classes
of stock or such corporation,

(ii) In the case of a trust or an estate,
an actuarial interest (within the mean-
ing of §1.414(c)-2(b)(2)(ii)) of 50 percent
or more of such trust or estate, and

(iii) In the case of a partnership, 50
percent or more of the profits or cap-
ital interest of such partnership, then
for purposes of determining whether
such organization is a member of a
brother-sister group of trades or busi-
nesses under common control, an inter-
est in such organization excluded under
paragraph (c) (2), (3), or (4) of this sec-
tion shall be treated as not out-
standing.

(2) Exempt employees’ trust. An inter-
est which is an interest in or stock of
such organization held by an employ-
ees’ trust described in section 401(a)
which is exempt from tax under section
501(a) shall be excluded if such trust is
for the benefit of the employees of such
organization.

(3) Employees. An interest which is an
interest in or stock of such organiza-
tion owned (directly and with the ap-
plication of §1.414(c)-4) by an employee
of such organization shall be excluded
if such interest or stock is subject to
conditions which run in favor of a com-
mon owner of such organization or in
favor of such organization and which
substantially restrict or limit the em-
ployee’s right (or if the employee con-
structively owns such interest or
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stock, the direct or record owner’s
right) to dispose of such interest or
stock.

(4) Controlled erempt organization. An
interest which is an interest in or
stock of such organization shall be ex-
cluded if owned (directly and with the
application of §1.414(c)-4) by an organi-
zation:

(i) To which section 501(c)(3) (relating
to certain educational and charitable
organizations which are exempt from
tax) applies, and

(ii) Which is controlled directly or in-
directly (within the meaning of para-
graph (d)(7) of this section) by such or-
ganization, by an individual, estate, or
trust that is a principal owner of such
organization, by an officer, partner, or
fiduciary of such organization, or by
any combination thereof.

(d) Definitions—(1) Employee. For pur-
poses of this section, the term ‘‘em-
ployee” has the same meaning such
term is given in section 3306(i) of the
Code (relating to definitions for pur-
poses of the Federal Unemployment
Tax Act).

(2) Principal owner. For purposes of
this section, the term ‘‘principal
owner’”’ means a person who owns (di-
rectly and with the application of
§1.414(c)>-4)—

(i) In the case of a corporation, 5 per-
cent or more of the total combined vot-
ing power of all classes of stock enti-
tled to vote in such corporation or 5
percent of more of the total value of
shares of all classes of stock of such
corporation;

(ii) In the case of a trust or estate, an
actuarial interest of 5 percent or more
of such trust or estate; or

(iii) In the case of a partnership, 5
percent or more of the profits or cap-
ital interest of such partnership.

(3) Officer. For purposes of this sec-
tion, the term ‘‘officer’” includes the
president, vice-presidents, general
manager, treasurer, secretary, and
comptroller of a corporation, and any
other person who performs duties cor-
responding to those normally per-
formed by persons occupying such posi-
tions.

(4) Partner. For purposes of this sec-
tion, the term ‘‘partner’” means any
person defined in section 7701(a)(2) (re-
lating to definitions of partner).
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(5) Fiduciary. For purposes of this
section and §1.414(c)-4, the term ‘‘fidu-
ciary” has the same meaning as such
term is given in section 7701(a)(6) and
the regulations thereunder.

(6) Substantial conditions. (i) In gen-
eral. For purposes of this section, an in-
terest in or stock of an organization is
subject to conditions which substan-
tially restrict or limit the right to dis-
pose of such interest or stock and
which run in favor of another person if
the condition extends directly or indi-
rectly to such person preferential
rights with respect to the acquisition
of the direct owner’s (or the record
owner’s) interest or stock. For a condi-
tion to be in favor of another person it
is not necessary that such person be
extended a discriminatory concession
with respect to price. A right of first
refusal with respect to an interest or
stock in favor of another person is a
condition which substantially restricts
or limits the direct or record owner’s
right of disposition which runs in favor
of such person. Further, any legally en-
forceable condition which prohibits the
direct or record owner from disposing
of his or her interest or stock without
the consent of another person will be
considered to be a substantial limita-
tion running in favor of such person.

(i1) Special rule. For purposes of para-
graph (c)(3) of this section only, if a
condition which restricts or limits an
employee’s right (or direct or record
owner’s right) to dispose of his or her
interest or stock also applies to the in-
terest or stock in such organization
held by a common owner pursuant to a
bonafide reciprocal purchase arrange-
ment, such condition shall not be
treated as a substantial limitation or
restriction. An example of a reciprocal
purchase arrangement is an agreement
whereby a common owner and the em-
ployee are given a right of first refusal
with respect to stock of the employer
corporation owned by the other party.
If, however, the agreement also pro-
vides that the common owner has the
right to purchase the stock of the em-
ployer corporation owned by the em-
ployee in the event the corporation
should discharge the employee for rea-
sonable cause, the purchase arrange-
ment would not be reciprocal within
the meaning of this subdivision.
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(7) Control. For purposes of para-
graphs (b)(6) and (c)(4) of this section,
the term ‘‘control” means control in
fact. The determination of whether
there exists control in fact will depend
upon all of the facts and circumstances
of each case, without regard to whether
such control is legally enforceable and
irrespective of the method by which
such control is exercised or exer-
cisable.

(e) Examples. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example (1). ABC Partnership owns 70 per-
cent of the capital interest and of the profits
interest in the DEF Partnership. The re-
maining capital interest and profits interest
in DEF is owned as follows: 4 percent by A (a
general partner in ABC), and 26 percent by D
(a limited partner in ABC). ABC satisfies the
b50-percent capital interest or profits interest
ownership requirement of paragraph
(b)(1)(iii) of this section with respect to DEF.
Since A and D are partners of ABC, under
paragraph (b)(4) of this section the capital
and profits interests in DEF owned by A and
D are treated as not outstanding for purposes
of determining whether ABC and DEF are
members of a parent-subsidiary group of
trades or businesses under common control
under §1.414 (c)-2(b). Thus, ABC is considered
to own 100 percent (70+70) of the capital in-
terest and profits interest in DEF. Accord-
ingly, ABC and DEF are members of a par-
ent-subsidiary group of trades or businesses
under common control.

Example (2). Assume the same facts as in
example (1) and assume further that A owns
15 shares of the 100 shares of the only class
of stock of S Corporation and DEF Partner-
ship owns 75 shares of such stock. ABC satis-
fies the 50 percent stock requirement of
paragraph (b)(1)(i) of this section with re-
spect to S since ABC is considered as owning
52.5 percent (70 percentx75 percent) of the S
stock with the application of §1.414 (c)-
4(b)(2). Since A is a partner of ABC, the S
stock owned by A is treated as not out-
standing for purposes of determining wheth-
er S is a member of a parent-subsidiary
group of trades or businesses under common
control. Thus, DEF Partnership is considered
to own stock possessing 88.2 percent (75+85)
of the voting power and value of the S stock.
Accordingly, ABC Partnership, DEF Partner-
ship, and S Corporation are members of a
parent-subsidiary group of trades or busi-
nesses under common control.

Example (3). ABC Partnership owns 60 per-
cent of the only class of stock of Corporation
Y. D, the president of Y, owns the remaining
40 percent of the stock of Y. D has agreed
that if she offers her stock in Y for sale she
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